structure {or arcas served by rural 1LECs, as well as for non-rural 1LECs, should
iclude mnducements for the ILECs and their state regulators to eliminate implicit
support from therr rate structures. By adopting a structure such as Qwest’s two-
ter proposal, the Commission would ensure that every state receives a reasonable
amount of support, and the threat of depriving the state and its carriers of that
support would establish an inducement to chiminate 1imphlicit subsidics

Western Wireless submts that the Commission should limat ILEC
high-cost support unless thew basic retau rates for residential universal service
rccover at least 2 nimimal amount of revenue corresponding to an “affordable” rate
under the statute 85/ Rural ILECs typically recover 50% to 75% of their revenues
from unmiversal service funding and access charges, not from their own customers;
and a significant number of those carriers maintain unreasonably low retail
rates 86/ Not only does this unhealthy dependence on high-cost support and access
charges insulate these carriers from any incentive to be responsive to their own

consumers’ needs. It also means that, 1n cases where retail rates are extraordinarily

85/ This proposal 1s diffevent from, and distinguishable from, SBC's proposal regarding an
“allordability benchmark” for each geographic area, which the Commission rejected 1 the Tenth
Cuenit Remond Oider, 1 45 SBC proposed seiting high-cost support based on the difference, n
earh geographic arca. between the forward-looking cost of service and an affordatality
benchimarh determined based on a percentage of average household expendature ltevels  See
SBC Comments, CC Dockel No 9645, al 15-16 (Nled Dee 20, 2002) By contrast, Western
Wireless' proposal here would sumply preclude the disbursement of federal support to carriers
that recover um casonably low rates, below mimimal “affordable” Tevels, from thewr end-users, in
order 1o protect consumers across the country from providing unreasonable subsidies to such
carrers  The Commission should seek comment on specific implementation 1ssues related (o
this propo=al, such as the definition of *atfordable” rate levels 1n each geographic area

=6 See, e g, Fred Wilhamson & Assocs |, Inc . Comments, CC Docket No 96-45 (Joint Board
Purtabihity Proceeding) (Aled Mav 5. 2003), at 11-12 (certain rural ILECs m Kansas receive only
17% of their revenue per access line from ther end-user customers, and the remainder from
mterslate axl intrastate access charges and unever sal service funds)
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low, consumet s around the country, who pay into the high-cost fund, are being
forced te provade unfairly gencrous subsidies

To he sure, rural consumers are entitied under the Act to rates that are
“affordable” and “comparable” to rates available clsewhere, wath the support of the
foderal gh-cost universal service program  But they are not entitled to subsidized
rates below affordable and comparable levels. Such unreasonably low retail rates,
maintamed through regulatory policies, also pose a barrier to competitive entry.

Accordingly. Western Wireless submats that, 1n order to create
inducements to elimimate 1mpheit subsidies, the level of federal universal service
support available to a carrer would be based upon whether a carrier’s retail rates
are at or above an “affordability” benchmark. 87/ Carriers whose basic retail rates
are below that benchmark would be hmited i the amount of support they are

cligible to receive

V. THE COMMISSION SHOULD ESTABLISH RULES THAT
GRADUALLY PHASE IN THE NEW FORWARD-LOOKING COST-
BASED SYSTEM AND PROVIDE FOR A REASONABLE TRANSITION

Western Wireless recognizes that 1t 1s proposing a sigmficant
transformation 1n the high-cost universal service system and in the way rural
1LECs are regulated. Accordingly, Western Wireless believes that a gradual

transition plan 1s appropnate, as follows

B/ See, ¢ g, Sprint Comments, CC Dockel No 96-45 (Joint Board Portability Procesding)
(Ided Mav 3, 2003), at 15-19
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First, the new rules should not become effective until 2006, upon the
expiration of the five-year period pi‘owdod by the RTF Order, and should apply
mitially only to competitive KWI'Cs, non-rural 1LECs, and rural ILECs owned by
relatively large holding companies  The rules should be phased in more gradually
for smaller rural ILECs  Sccond, a transitional mechanmism should be established
~uch that no carrier’'s high-cost support 15 reduced by more than 20% 1n any one
funding year Third, a “safety net” should be available under which a carrier could
show, using clear eriteria estabhshed 1in advance, that it needs additional support to
avold hardship

In the RTF Order, the Commission determined that the key elements
of that plan would remain in place for a five-year stability period, running through
md-2006 88/ Similarly. in the MAG Order, the Commission concluded that the key
features of the access charge reform plan adopted in that order should remain n
place fat the same five-year period. 89/ Western Wireless believes that the Joint
Board and the Commussion must keep their promises and deliver the regulatory
stability that they pronused to [LECs and competitive E1'Cs alike, which 1s crucial
for investment and economic decision-making. However, it 1s certainly timely for

the Commission to begin now to lay the groundwork necessary to begin eliminating

88/ RTF Order, 16 FCC Red at 11:309-10, 4 167

89/ MAG Order, 16 FCC Red at 10,9 15
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pdtc-of-rerurn regulation as of the end of the 5-year RTF stability period, as was
presaped i the RTF Order 90/

Western Wireless proposes that the new system of hugh-cost universal
service funding and 1interstate access charge regulation be introduced 1n 2006, at
the end of the five-year period of the RTF plan, and phased in gradually thereafter.
Specifically, 1n 2006, the new universal service system should apply only to
competitive KTCs, non-rural ILECs; and rural ILEC study arcas with 100,000 or
more lines 1n all affiliated study areas nationwide andfor 30,000 lines or more 1n all
affilinted study areas statewide The plan would be extended 1n 2008 to rural ILEC
study areas with 50,000 or movre lines 1n all affiliated study areas nationwide and/or
15,000 or more lines 1 all affihated study arcas statewide, and 1n 2010 to rural
ILEC study areas with 20,000 or more lines in all affiliated study arcas nationwide
andior 5,000 or more lines 1n ail affiliated study areas statewide The plan would
not he applied to the smallest rural ILECs until 2012,

In order to prevent “rate shock” to carriers whose support payments
are reduced, Western Wireless suggests that, in addition to the gradual
implementation schedule proposed above, the plan be implemented 1n such a way
that no ILEC study area loses more than a specified percentage (20 or 25 percent) of
the amount of support 1t previously received 1n any one year “Hold-harmless”
support showld be made available, in addition to the forward-looking cost-based

support, to case the transition process Competitive ETCs operating in such a study

i

See RTE Order, 16 FOC ed at 12
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arca would receive a comparable amount of portable support (on a per-line basis) for
cach customer connection they serve

Furthermore, as in the RTF plan, Western Wireless believes that a
"satery net” supplementary support mechanism should be available 1f o carrier can
prove that, 1n1fs particular circumstances, the amount of support 1s not suffictent to
provide the basic universal scrvices, an additional safety net or supplemental
mechanism should be available for a limited period of time  Specific eriteria for
such supplemental support would have to be adopted 1n advance, This would
presvent rate shock and unduly rapd transitions for the RLECs, while ensuring an

orderly change to the system based on forward-looking costs.

VI. THE COMMISSION SHOULD FURTHER REFORM RLEC
INTERSTATE ACCESS CHARGES TO FULLY ELIMINATE IMPLICIT
SUBSIDIES

As puart of 1ts elimination of ROR regulation of the RLECs, the
Compuission should seek comment on changes to the interstate access charge rules
Specifically, the Commission should consider rate structyre rule changes necded to
rebalanceo the vates charged by ROR carriers and eliminate all implhieit subsidies

embedded 1n those carriers’ interstate access charges 91/ The Commission shouid

91/ See Tenth Crreuit Remand (hder FNPRM, 9 127 (encouraging states “to replace impheit
support with exphat support mechanmisms that will be sustainable m a competitive
environment”)  Consistently, the Minnesota Public Utilities Commussion recently commenced
an gquiry to rebalancing of local rates and mirastate access charges, and related universil
service tule changes, in order to climunate impliat “subsidies that may mhibit the development
of viable competition and the benefits 1t may yield in the form of consumer chowce, service
gquality, effimency, and as an 1mpetus to technological advance Competitors cannot profitably
enter local markets where they bear operation costs hugher than the subsidized rates they must
meet 1 order w compete © Statement of Propused Inquiry, Commussion fnvestigation of
Inirvustate Aceess Charge REeform, Docket No P-999/CI-98-674, Universal Service Rulemaking,
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also modily its pohicies regarding access charge rate levels of 1LECs currently
subject to ROR regulation  These policy changes should be coordinated with the
Commussion’s broader efforts to reform and harmomze the rules governing mter-
Carvier ('[)ll]p()n{-nﬂtlt)ﬂ

First, the Commission should signmificantly increasc or ehiminate
altogether the caps on subscriber line charges (“SLCs™), which preclude 1LECs from
recovermy the full cost of loops from end-users. The Commission has long
recogmized that ILECs ineur loop costs on a non-traffic sensitive basis, that the most
ceononically officient way to recover those costs 1s on a non-traffic sensitive basis
trom the cost-causers (end-users); and that SLC caps constitute an implicit subsidy
from access customers (and universal service contributors who pay into the 1CLS
fund) to end users The Commission should put an end to such implicit subsidies
This does not necessarily have to lead to an inerease in the rates charged to end-
users Howoever, rather than relying heavily on impheit subsidy mechamsms such
as SLC caps to ensure that end-user rates are reasonable and affordable, the
Comnussion should mstead use forward-looking cost-based universal service
support to achieve reasonable end-user rates — but only to the extent nceded, and
only on a competitively-neutral basis

Second, the Comnussion should seek comment on other rate structure

changes to elmmate imphcit subsidies from the interstate access rate structure,

Dacket No P-99%WR-97-304, Comrussion Investigation of Cost for the Appropriate Level of
Umitersal Service Support, Docket No P-999/CE-00.829, at p 2 (1ssued Oct 13, 2003) (available
at hitp fYwww pue ~tate mn us/docs/stmtofing pd
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such as the rule that local swatching costé be recovered from long-distance carrers
on a tratfic-sensitive basis  The Commission has recogmzed that ILECs incur the
cost of the “port” componcent of local switching on a non-traffic sensitive basis, and
many parties have argued that the remainder of local switching costs are largely, or
possibly entirely, non-traffic sensitive. 92/ If these arguments are correct, then
come or all of the local switching charges currently paid by long-distance carriers on
a traffic-sen=1tive basis ought to be paid by end-users on a non-traffic sensiuve basis.
Third, the Commission should modify 1ts rules to set ILECs access
charpe rate levels — ¢ e, the SLCs and switching charges paid by end-users, as well
as the local (ransport and any possible remaiming local switching charges paid by
long-distance carriers — based on forward-looking costs, rather than embedded costs
As the Commission has made clear 1n recent access charge proceedings, 1t is
possible to assess the reasonablencss of access rates based on forward-looking
costs 83/ Moreover, the Supreme Court has affirmed that forward-looking
economic cost-based rates can be fully compensatory to the ILECs. 94/ Such reform
1s overduc and should be adopted with respect to all ILEC mterstate access charges.
Fourth, with respect to future adjustments in access rate levels, the

Comnussion should consider whether the existing price cap system that applies to

aef Sec, v g, AT&T Comments, CC Docket No 02-148, filed July 3, 2002, at 66-69.

94/ Cost Review Proceeding for Restdentiad and Single-Line Business Subscriber Line Charge
(5LC) Caps. Order 17 FCC Red 10868 (2002) {evaluating the forward-looking costs of price cap
LLECS loops, und concluding that a substantial proportion have costs 1n excess of the $6 50 SLC
€A

R Verizon o FOC, 535 US at 471
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non-rural TLECs should be applied to the RLECs, or whether modifications to that
svstem might be approprate  Moreover, the Commission should consider whether
to adopt pricing flexability rules comparable to, or different from, the measures that
apply to the Iarger ILECs  In particudar, 1t might be appropriat.e to use the receipt
af high-cost support by a competitive KTC as a “trigger” for certain types of pricing
flexability for the RLECs

Finally, access charge issues should be addressed in the context of the
pending Intercarrier Compensation proceeding. Western Wireless supports the
Commission's objective of ultimately reducing all forms of imtercarrier compensation
to zero, and requuring all carviers to recover revenues from their own customers
rather than from other carriers. Eliminating ROR regulation of the RLECs should
tacilitate the Commission’s accomplishment of 1ts goals 1n this regard In particular,
reduction of the excessive access charges collected by the RLECs will eliminate a
competitive inequality from the rural marketplace, 1n that ILECs are entitled to
imposc tarffed access charges on long-distance carriers, but CMRS carriers are
prohibited from doing so  Reduction of RLEC access charges will also lead to
econonue efficiency and should benefit rural consumers, who currently suffer from a

severely distorted long-distance and local marketplace

VII. CONCLUSION

For the foregoing reasons, the Commission should take expeditious
action to phase oat rate-of-return regulation as the basis for small and mid-size

ILECs" umversal service disbursements and access charges This would serve the
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public interest far more efficiently —and would control the growth of the fund much
more cffectively — than some of the anti-competitive proposals that the ILECs have
advocated 1n the Jowint Board Portabulity Proceeding. Instead of the antiquated,
inellicient, and anti-competitive system of ROR regulation, the Commission should
develop a vegulatory system based on forward-looking cost.
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WESTERN WIRELESS CORPORATION
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Rate of Return Regulation:
Problems That Can No Longer Be Ignored

Rate of Retura Regulation: A Failed Maodel of Economic Regulation

Western Wircless Corporation (“Western Wireless”) addresses the theoretical and
practical problems that sesult from usimg an cimbedded cost/rate of return methodology to
determune umversal service funding for smaller incumbent local exchange carriers
(“ILECS™ 10 a separate paper, “Rate ot Return Regulation A Failed Model of Economic
Regubation,” released on June 3, 2003 7 Western Wireless showed that carriers have bath
the meentive and abiity to mampulate their embedded cost study results (o maxinmuze
thewr umiversal serviee fund (“USF™) and/or interstate access revenue and documented
instances i which the Federal Communications Commussion (“FCC™) has found that
carrters have done so Western Wirckess ieccommended that rate of return regulation for
simaller ILECs be replaced by a system i which USF payments to all ILECs arc based on
torward tooking cconomic costs (“FLEC™)  Until such tume as an appropriale FLEC
model can be developed for smalier {LECs, Western also recommended that the FCC
cotablish a stringent and comprehensive audit program over ILEC embedded cost studics
tw ensure the mtegnity of the high cost fund mechanisms

En this Paper, Western Wireless further documents mstances in which ILECs have
manpulated therr embedded cost studies to maximize their USF and/or access revenuc
Tius reme. Western Waeless (ocused 1ts review on state commussion procecdmngs in
which large or small ILEC embedded cost studics were thoroughly scrutimized  State

comnussions typically conduct more comprehensive audits or revicws of carners’ cost

[Re]



sludies than does NECA o1 the Comnussion, which, i atself, 15 a problem and raiscs the
issuc of lack of federal oversight of ILEC cost studies [t 1s lghly likely that, af
conducted by NECA or the FCC. thorough audits of ILECs’ USF and access cost studies
would 1eveal problems similar 10 those identificd by the states heresn (the problems with
the IL1Cs™ federal cost studics would likely be of cven greater magmitude given the
histornic lack of oversight)

The cost stuches reviewed for this Paper were submitted 1n different types of
proceedings rale cascs, carnings mvestigations, state universal fund audits, and earnings
shanny calculatons under aliernative regulatory mechamsms The lack of oversight of
ILEC cost studics 1s also a problem at the state level because detarled reviews of carrier
cost submisstons have become fess common m the last few ycars -- most states no longer
cepulate the former Bell Operating Companies (*BOCs™) on a rate of rcturn bases and
many states cither na tonger or do not actively regulate the local rates of smaller ILECs
und/ or cooperatives

The results of Western Wireless™ review  of state comnussion  proceedings
vsolving ILEC cost studies are slrlklng In virtualiy all instances, significant problems
with the carners’ cosl submissions were dentified that resulted n disallowuances of
spectlic cost ems and/or a sctttement with the camer receiving signuficantly Iess than
ongmally requested  The abuscs uncovered ncluded musstated affiliaie transactions,
tatlure 1o fully and accuratcly wentify and allocate nonrcgulated costs, inclusion of costs

that were not related to the provision of regulaled services, and  accounting

muisclasseications



Kansas Case Study

n 1995, the Kansas Corporation Comnussion (“KCC™) began a scrics of audits
and general rate mvestigations of 1LECs that received Kansas Universal Fund Support
{"KUSF™) lo cnsure that the leve! of suppert reccived by each carner was based on s
costs and that 1ty rates were just and reasonable Many of these proceedings resulted
stiptlated settiements with no detarled lindimgs and conclusions, bul sunply a scitlement
that required the company o reduce s draw from the KUSE to chiminatc cxcess
mtraslate carnings
JBN Telephone Company  The telephane company clainmed a revenue deficicney of
$372.917. but after KCC scrutiny ol i1s costs, JBN cntered 1nto a settlement agreement
that required 1t 1o reduce mirastale revenues by $690,000 annually by reducing 1ts draw
form the KUSF

Wilson Telephone Company The (clephone company claimed a revenue deficiency of

$£142,459, but rcached a scitlement with the KCC that required 1t to reduce intrastate
revenues by $148,000 !

Craw-Kan Telephone_Cooperauve  The telephone company claimed a rovenuc

deficiency of approximately $300,000, but agreed o reduce s intrastate revenucs by

$500.000 m a sctilement with the KCC™

Blucstem and Sunflowet Telephone Companies Bluestem and Suntlower are subsidianes

of Fatrpoint Communications, a mid-sized holding company * One of the principal arcas
of contentron was the management scrvices agreement between the telephone companics
and the holdimg companysservice corporation  The management scrvices agreement

poverned the allocaton of costs charged to the telephone companics for corporate and



management savices The findings of the KCC are revealing of the types of 1ssucs and
pmobicms that can be uncavered by a carcful investigation of tclephonc company costs,

including *
e  Fmanctal advisory [ees paid to Faupomt’s mmvestor/owners for advice on cquity
linancmg and strategie plannming of $1 million were allocated to the telephone
companies These were deemed not related to the provision of regulated services

o The cost of stock based compensation ($12 3 imillion), essentially stock dividends,
was allocated 1o the 1clephone compamies The staff found that “Rate Base rate of
return regulation does not recogmize dividends as part of the revenue requurcment
determination, therefore, the inclusion of this charge cffectively provides a return
to the cor;)oratc parcnt and a return or profit above the authonzed return, to the
mvestor ™

e Somc nonregulated subsidiaties (¢ g, Farpomt Sotutions) appeared to reccive no
allocation of corporate costs and some of the proposed allocation factors
cffecuvely resulted i no costs being allocated to many nonregulated subsidianies

Some subsidhanies had zero or negative cost allocations

e llistorically, management fee allocations were based on revenues, which do not
necessatily reflect cost causation

e 1l was lett to the General Manager’s discretion to determune which accounts
should be charged the management fees, potenhally compromising the integnity of
the companies” decounls

The KSS stult™s 1ecommendation was that only $10 6 nullion of Fairpoint’s corporale
costs should be allocated 10 1ts operating companies, compared to the $34 2 nulhon
Fairpott had allocated for its 2000 test year Under the settlement agreement reached
with Blucstem and Sunflower, the tclephone compamcs were required to reduce therr

draw Trom the KUSF to ze10

Southern Kansas Telephone Company  In its review ot Southern Kansas’ cost studics, the

KCC uncovered other mgenious attempts a misallocation of costs, including *

o  Southern Kansas claimed deferred meome tax assct included the effects of ax
uming differences related to nonregulated expenscs



e Southern Kansas claimed depreciation expense on plant that had been fully
deprecated

e Southern Kansas failed to refleet a known and measurable inerease in federal USE
far the period when KUSF would be paid and rates would be i effect

e DPaymenls 1o a consultmg group that focuses on famuly relationstips and the
dynamics of families working together had not been shown to bencfit regulated
ralepayers

In the end, the KCC found that Southcrn Kansas had over carnmgs in cxcess of

$2.828.214

Ruial Telephone Company  The KCC found the following transgresstions on the part of

Rual Telephone Company
e Clammed more property tax expensc than it had actually paid duning the test year

s  Calculated 1ts depreciation expense on ts largest oulside plant accounts using
depreciation rates i oxcess of those permitted by the KCC

e Included lobbymg and corporatc image advertising cxpenses, costs that benctit
the company, not the regulated ratepayer

As a result of these, und other adjustments, the KCC found that Rural had cxcess

intrastate 1evenues of $801,533



California Case Study
The Cabforma Pubhic Hihiies Commission’s (CPUC) Office of Ratepayer Advocates
(ORA) conducted an eatensive audit of the aflilhate and nonregulated transactions ol
Roscville Telephene Company  ("RTC™) and  uncovered the following  umproper
1

. 1
allocations ol cosls

e RTC’s CLO, CFO and tharr s1affs had allocated only 8 out of 31,000 hours o
affthiate and nomicgulated operations

e RTC’s VP of markeung had done some work for Roscville Cable, but the costs
were not properly assigned to Roscville Cable

» RTC fatled to assign any accounting, budget and finance development cosls and
the revenue accounting manager’s time to Roseville Long Distance.

e RTC had atlocated 1ts nformation services costs based on out of date and
meorrectly developed end user service order, payment and collection factors that
underallocated RTC's computer mfrastructure costs to aflibiates and unregulated
operalions

e The cost of a valuation study retated to the transfer of RTC's warcless mterests (o
an unrcgulated affibate were charged to RTC

e RTC faled to bill Roseville Cable for regulatory costs mcurred for Rosewille
Cable

e Alum Monmtoring cosls were nappropriately booked in RTC’s  regulated
accounts

o Employce health insurance costs {or an unrcgulated affiliate were paid by RTC

o RTC had booked the costs of msututtonal and goodwill advertising i its
regulated accounts, m direct contravention of CPUC policies

s  RTC failed to bill a substantial portion of the costs to cstablish its Tong distance
affiliate to that affilate

e RTC charged its wireless aftihate a market rate for ofTice space rather than a fully
distrabuted cost based rate as reguired by the CPUC



